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Introduction

On October 20, 1994, the Federal Ca.aunications Co..ission (FCC)
adopted a ~randua Opinion and Order on Reconsideration and
Third Further Motice of Proposed Ruleaakinq in this docket. In
this order the rcc considers petitions for consideration of their
1992 Sw;pD4 'smC and QrMr, .s well as a joint petition tor
rule..king filed by the Consu.er rederation of AIlerica (CPA) and
the National Cable Television Association (MCTA) seeking video
dialtone (VDT) specific cross-subsidy rules. In this order the
rcc also takes actions to strengthen its video dialtone policies.
The Michiqan Public Service Ca.aission (MPSC) staff herein
sua.its its ca.aents to the rcc's Third Further Notice of
Proposed Rul...kinq in this docket which are to be filed by
December 16, 1994.
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History of Video Oialt,", procetding:

Prior to FCC Docket No. 87-266, the FCC Rules and the 1984 Cable Act
prohibited a telephone cOllOn carrier frOM providing video progr.-.ing
directly to subscribers in its telephone service area, either directly or
through an affiliate.

FCC Docket No. 87-266 First Report and Order, OCtober 1991, provided for
application of the rules to LECs and not IXCs so that IXCs were then eligible
to become cable operators. No cable TV franchise is required for LECs to
provide VOT nor for its custOier progr....rs. In the Second Report and Order
in August 1992, the FtC MOdified the telco/cable cross-ownership rules to
permit, but not require, local te1cos to participate in the video marketplace,
consistent with the Cable Act, through VOT.

Under VOT, local te1cos wishing to offer VOT must .ake available to MUltiple
service prOViders, on a non-discri.inatory cOMlOn carrier basis, a basic
platform that will deliver video progr...ing and potentially other services to
end users. Local tel cos are pe~itted to provide non-cQllOn carrier and
enhanced services to custOiers of the basic platfo~. Local telcos can enter
into beneficial non-controlling relationships with video progr....rs that are
custOMers of, interconnect with, or share construction of the basic platform.
local tel cos are subject to eXisting safeguards against antica.petitive
conduct and May own up to 51 of video progr....rs. Local tel cos are
prohibited from purchasing cable facilities in their service areas for
purposes of prOViding VOT.

On OCtober 20, 1994 the FCC adopted an order in this docket affi~ing and
MOdifying video dialtone rules and requests cOlient on certain issues. In the
MeMorandu. Opinion and Order on R.consid.ration that was adopted, the FCC
addressed petitions for reconsideration of the 1992 Second Report and Order,
which adopted the rules and regulatory fr...-ork governing telephone COMpany
provision of video dialtone services. The FCC denied the joint petition by
the CFA and MeTA for a ru1...king. The FCC also issued a Third Further Notice
of Proposed Rul.-aking to solicit additional information and COMMent on a
number of issues.

In this order, the FCC .edifies its dete~ination that it has exclusive
jurisdiction over all video dialtone services. It holds instead that it has
jurisdiction only over LEC trans.ission of video cOlnUnications that are
broadcast over radio waves or that are trans.itted across state boundaries.
The FCC also announced that it will begin a Notice of Inquiry focusing on the
iMPlications for the jurisdictional separations process of the introduction of
new technologies, including broadband capabilities, into the local telephone
networks.

Video Oia1tone Related Mltters:

On August 26, 1994, the u.S. Court of Appeals in Washington upheld an FCC
ruling that -neither a telephone ca.pany nor a custa.er-progr....r engaged in
the prOVision of video dial-tone service is subject to the franchise
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requir...nt of the Cable Act of 1984." But it found that the C~ission

"reasonably interpreted the Act to require that an entity obtain a cable
franchise only when that entity selects or provides the video programming to
be offered."

Bell Atlantic and US West each have successfully challenged the
constitutionality of the cab1e-te1co cross-ownership ban in federal district
courts in their particular service areas. Mel has asked the FCC to reconsider
its Bell Atlantic VOT Order.

The joint petition that the FCC denied in this Order on Reconsideration was a
Joint Petition for Ru1 ...king and Request for Establishlent of a Joint Board
was filed by the Consu.er Federation of ~rica (CFA) and the National Cable
Television Association (HeTA) on April 8, 1993. The petition stated that in
the FCC's VOT Order, several critical issues were left unresolved. Those
included jurisdictional separations, cost allocation, pricing and conSUier
safeguards. The petition requested a ru1 ...king to establish separations,
cost accounting and cost allocation rules. The FCC initiated a ru1emaking
proceeding RM-8821 and requested COllentS. Several state regulatory
c~issions as well as NASUCA and NARUC urged the FCC to adopt the changes
requested by the Joint Petitioners in cOlMents that were filed with the FCC.'

In an OCtober 5, 1994 letter to FCC Chairman Reed Hundt, a coalition of cable
TV, consu..r, and interexchange carrier interests urged the FCC to adopt
effective cost allocation rules applicable to any VOT application, coordinate
the provision of VOT services with re-oval of local ca.petition barriers, and
establish, with the states, a procedure for separating the costs of integrated
facilities between the federal and state jurisdictions. The coalition warned
the FCC that unless cost allocation safeguards are adopted, telephone
companies could cross-subsidize VOT system construction with as much as $400
billion to $700 billion of ratepayer revenue. The Center for Media Education,
the National Cable Television Association, and Mel ComMunications Corp. also
participated in the press briefing.

The National Association of State Utility Consu.er Advocates (NASUCA), a
coalition ally, sent its own letter to the FCC the s... day. NASUCA believes
it is essential for the FCC to deterMine an appropriate ..thod of cost
allocation for this net.ark. The group argued that conSUMers Without access
to VOT services, and those choosing not to subscribe MUst not be forced to pay
costs incurred to provide VOT service. MARUe also sent a letter to the FCC on
OCtober 4, 1994 stating that is imperative that the FCC expeditiously address,
through referral to a federal-state joint board, the jurisdictional cost
allocation issues associated with VOT service.

The FCC in this order grants the CFA and HeTA Joint Petition for ru1emaking to

'Those parties included the D.C. Public Service C~ission, the People of
the State of California and the Public Utility C~1ssion of the State of
California, the Indiana Utility Regulatory Ca..ission and the Michigan Public
Service COMIission Staff, the New York Department of Public Service, NARUC,
NASUCA and Compuserve, Inc.
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the extent it requests that the FCC begin a rul ...king to establish a price
cap basket for VOT services. The FCC denies the petition for rul ...king to
the extent it asks that the FCC issue a Notice of Proposed RuleMaking
proposing service-specific cost allocation rules for VOT service and establish
i...oiately a Federal-State Joint Board to address jurisdictional separations
issues. The FCC requires carriers to : (1) establish subsidiary accounting
records to capture video dial tone revenues, investlent, and expenses; (2) file
revisions to their Cost Allocation Manuals (CAMs) for their provision of
nonregulated video dialtone services; and (3) obtain any necessary waivers of
the Part 69 rules prior to tariffing VOT service offerings. In addition, the
FCC directs the COMIGft Carrier Bureau to develop a data collection program to

/monitor the effects of VOT on separations results and on local telephone
rates. The FCC also announced it's intention to open an inquiry into the
i~act of the introduction of new network technologies on the jurisdictional
separations process.

Cgwnt ArtIS:

In this order the FCC specifically seeks info~tion and cOlMent on: (1)
IIIIchanis.s for addressing the apparent short-teY'll constraints on the
expandability of analog channel capacity; (2) lOdifications to the prohibition
on acquisition of cable facilities and a corresponding .adification to the
non-ownership ~ffiliation rules; (3) proposals that the FCC require or permit
LECs to prOVide preferential video dialtone access or rates to certain classes
of video progr....rs; and (4) possible changes to the rules governing pole
attachments and conduit rights.

NeSC Staff COIIInts:

The FCC seeks ca.BInt on the Merits of the GTE approach or SOle variation of
it as a way of Meeting the FCC's capacity and expandability goals. Parties
co...nting on this approach should address, in particular, the technical,
economic, and operational feasibility of digital equiPMent and facilities.

The FCC seeks cOlMlnt on ..thods or arrang...nts for prOIOting MOre efficient
use of analog channel capacity - channel sharing arraftg8l8nts. If channel
sharing is permitted, who should structure or a~inister shared channels -­
the LEC, a progr....r-custOler, a consortiu. of progr....r-custOlers, or an
independent third party? What criteria should be used to select the shared
channel ad.inistrator? How should progr...ing be selected for the shared
channels? What teY'lls and conditions on which shared channels should be made
available to progr....r-customers?

The MPSC staff COMllftts here that the ca.panies should be encouraged to move
away frOM traditional analog CATV services and MOve toward switched analog or
digital services. If custOlers are given the ability to switch and select by
equal access different progrlMs, then the issue of capacity becOMeS mute.

The FCC seeks cOlMlnt on appropriate MOdifications to the prohibition that'
would permit acquisitions of cable facilities in Markets in which two wire­
based multi-channel video delivery syst..s are not viable, while preserving
the ban in other markets. The FCC is proposing to amend the prohibition so
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that LECs would be pe~itted to purchase cable facilities in Markets that meet
these criteria. The FCC also proposes to -.end the rules to perMit LECs and
cable operators jointly to construct a VOT syst.. in those areas in which the
FCC permits LECs to acquire cable facilities for use in providing video
dia1tone.

The MPse staff feels that such acquisitions should be required to Maintain
detailed subaccounting records, property records and publish in ARMIS the
details of such data related to each segMent of the business.

The FCC has found that the record does not provide an adequate basis for
deciding whether to Mandate preferential VOT access or rates for certain
classes of progr....rs, or whether to peMBit LEes voluntarily to provide
preferential treatMent to certain progr....rs. The FeC seeks additional
information and COMMent so as to obtain a better factual basis for addressing
these issues.

The MPSC staff is of the opinion that schools and nonprofit groups that use
the facilities for public training, education or public meeting access should
be allowed preferential rates, along with libraries, government and healthcare
information services.

Pole attachlents and conduit rights - C~ting parties should address
whether LECs have the incentive and ability to leverage their control over
pole attachMents or conduit rights to prevent facilities-based competition by
video progra..ers to the LECs' video dial tone platforms. .

The MPse staff c~nts that not only do the LEes have the incentive and
ability, but so do the ~r ca.panies. Pole attachMent and conduit rights
should be a c~n carriage service tariffed to all who have obtained proper
state and local authority to construct facilities. The FCe should work with
state and local authorities to develop model tariffs.

On NoveMber 11, 1994 the MPSe staff authored a paper for the National
Association of Regulatory Utility C~issioners (NARUC) COMMUnications
SubcORBittee meetings and workshop on video dial tone cost allocations. Some
of the analysis for that paper is included here as part of the MPSC staff
comments to this proceeding.

FUndllental Issues Raised by 214 Applications:

1. Whether VOT offerings should be subject to fully distributed or
incr...ntal cost standards;

2. the proper allocation of costs between video and telephone service,
especially related to universal service cost support as the current rules
allow the support;

3. the effect on basic ratepayers frOM the misallocation of expenditures of
video dial tone;

4. the application of the FeC's accounting rules in the VOT context;
5. the establishment of a Joint Board;
6. the development of privacy rules and other rules to safeguard consumers;
7. the development of procedures for the introduction of competition;
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8. how different ..rket providers are required to cost out similar functions
(ie. telco,CATV, satellite);

9. and technological red1ining.

Current Method of Jurisdictional SeDaration:

In 1930, the United States Supr... Court "established the principle of "actual
use" or "relative use· as a proper basis for such separations •.. •

In smith y. Illinois 1e11 Telephone COIpany, 282 U.S. 133 the Supr... Court
held that an allocation of exchange plant to the interstate jurisdiction is
appropriate:

"••• whi1e the difficulty in ..king an exact apportionMent of the
property is apparent, and extr... nicety is not required, only
reasonable ..asures being essential .•. it is quite another Matter to
ignore altogether the actual uses to which the property is put. It is
obvious that, unless an apportionment is .ade, the intrastate service to
which the exchange property is allocated will bear an undue burden ...We
think•.• that by SOl8 practical ..thod the different uses of the property
may be recognized and the return properly attributable to the intrastate
service may be ascertained accordingly."

The process of selecting a ..thod of imp1 ...nting the United States Supreme
Court decision in $lith y, Illinois 8111 to recognize "the actual uses to
which the property is put· led to the develoPlint of the so-called "use
principle" in separations and settleMents studies, Sa.e form of relative use
of plant thus bec... a tool for assisting in defining jurisdictional divisions
of costs (until the FCC in CC Docket 80-286 prescribed a Gross Allocator for
NTS local loop subscriber plant),

The FCC in paragraph 218 of this order states that ·Moreover, we expect LECs
to include in direct costs a reasonable allocation of other costs that are
associated With shared plant used to provide video dlaltone and other
services, We will scrutinize the basis on which those costs are identified
and included in the proposed charges, A LEC allocating an extr...1y low
proportion of these other costs of shared plant to video dial tone will be
expected to provide a strong justification for that approach, and we do not
anticipate accepting a 01 allocation of the cOMlOn costs of shared plant as
reasonable,·

This is unacceptable and does not conform to current jurisdictional
separations rules and lUst be reviewed in the federal-state joint board
process before iMP1 ...ntation, The MPSC staff would aglin reassert its
opinion that it is iMPerative to address the jurisdictional cost allocation
issues associated with VOT service through the federal-state joint board
process,

6



Existing Accounting and Cost Allocation Rules Inadequate:

The ru1es2 under which costs are accounted for and allocated have been made
obsolete by technological change and the ...rgence of cOlPltition. The costs
of specialized network cGlPOnents MUst be placed in existing Part 32
accounting codes and in SOlI cases, the assign..nts are arbitrary and at the
discretion of the LECs, for ex..,le RAO 21. The rules and policies designed
to ensure reasonably priced services (eg. price caps and separations) are
inadequate. The FCC's accounting rules do not reflect new organizational
structures and technological realities. The FCC has modified the accounting
rules for joint costs, tax allocations, litigation expenses, pay te1eph~ne

expenses and settl_nt expenses but has ignored technological changes. The
FCC should also MOdify ARMIS to report video dial tone specific info~ation and
make it electronically available. The FCC should MOdify jurisdictional cost
allocations to properly identify VOT. The FCC's ass~ption that the VOT costs
can be properly identified with the current rules is flawed.

Accounting Conditions as Addressed by FCC in New Jersey Bt11 VOT Order:

Per paragraph 42 of FCC's order authorizing New Jersey Bell's (NJB) VOT
application (File No. WPC 6840), the FCC states -As in Wisconsin Btll , we
condition this authorization on the requir...nt that NJB establish subsidiary
accounting records to capture the revenues, invest_nts and expenses
associated with the provision of video dial tone service. These subsidiary
accounting records shall include the direct costs and overheads associated
with video dia1tone service. As~ry of these records sna11 be reported to
the COMMission on a quarterly basis. . .. of course, as generally required
by our cost allocation rUles, any enhanced and non-COMMOn carrier services
must be reflected in NJB's Cost Allocation Manual (CAM) , and we condition its
authorization by requiring NJB to .ake revisions to its manual to ensure that
the costs of nonregulated ventures are segregated frOll the costs of regulated
activities in order to prevent any cross-subsidization. At a minimum, we
require NJB to revise its CAM to include a list of all accounts affected by
its provision of nonregulated video dial tone services and a description of
each of those services.-

The potential probleM with this is that NJB has already made the investment
and collected .any if not lOst of the expenses under the current rules. This
makes it difficult to do retroactive ratemaking adjustMents as the expenses

2FCC Part 32, Unifo~ Syst. of Accounts, added to Title 47 of the Code
of Federal Regulations by a Miy 15, 1986 order and became effective January 1,
1988, CC Docket No. 78-196 Report and Order, 51 Fed. Reg. 43498, Declllber 2,
1986. FCC Part 36 Rules, Jurisdictional Separations Procedures, added to
Title 47 of the Code of Federal Regulations by a May 1, 1987 Order. FCC Part
64 Rules, Miscellaneous Rules Relating to CGIIOn Carriers, Cost Allocation
Order, Released 10/16/87, CC Docket No. 86-111, Order on Reconsideration, 2
FCC Red 6307 (1987).

3NECA Annotated FCC Rules, Revised as of August 1, 1994, page i.
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have already been paid by the existing custOlers. Also, to the extent that
all of the direct and overhead costs associated with VOT are not identified,
the reMainder will "fall" to existing categories and paid for by existing
custOMrs.

Rid1ininq. yeT and Universal Service:

For residential custOlers, affordable is a relative te~ based upon family
incOM. The 1992 national average residential telephone rate for flat rate
service, including subscriber line charges and taxes, was S18.66. However,
most states have service options available that are lower than one-party,
unlimited, flat rate service. For this s... tile period, the national average
of the lowest recurring service rate generally available was $6.24.
Policy makers have recognized that for low incOie custOlers, explicit funding
assistance is required to assure that rates for "plain old telephone service"
are affordable. Two principal progr..s have been i.,l8I8nted, Lifeline and
Link Up, to defray the costs of telephone service for low incOMe subscribers.

As the definition of the universal service concept evolves over time to
include upgraded service/technical features, the associated costs of telephone
service could increase (current statistics show that the cost of the local
loop is increasing which ..y be one indicator that VOT costs are being
included in the loop cost used to calculate today's high cost fund). To
assure that all subscribers, including low incQII custOlers, can afford to
subscribe to telephone service, these financial assistance progr..s must
continue to be available. If VOT costs are considered essential services,
then the current.policies for cost .allocations ntay be adequate, however, if
the policy is not to subsidize VOT costs then the current policies and rules
many not be adequate.

The rates for the "essential services" lUst be affordable, meaning that anyone
Wishing to subscribe to an essential service would be able to do so. To the
extent that essential service would require financial support, all service
prOViders would be required to bear their proportional contribution.
Financial support should continue to be provided to carriers (as opposed to
providing payMents directly to subscribers) since the carriers would continue
to have an obligation to prOVide essential service for which they should be
entitled to obtain needed financial support. The Joint Board is reviewing
the issue of High Cost Fund - 01a1 Equip.ent Minutes of Use Weighting and the
Universal Service Fund.

Any evaluation of the benefits of advanced technology and the attendant
service capabilities should be incorporated into a revised universal service
concept and requires consideration of the associated costs. Presently, there
is a complicated syst.. of explicit and iMPlicit financial support Mechanisms
in place to sustain universal service. The High Cost Fund, an exa.ple of an
explicit SUbsidy, assists in keeping local service rates affordable for
customers in geographic areas where the loop cost to serve is higher the
national average. The'payMents are collected frOi interexchange carriers and
paid to local telephone cOlPanies. Other progra.s, such as Lifeline and
Link-up, target the low incOMe residential consumer. Customers in some states
pay a surcharge for 911 eMergency service and/or telephone service for the

8



hearing illpaired. IlIIPl1cit subsidies include rate averaging, cost allocations
and pricing that result in cross subsidization of services and customers. To
customers, MOst subsidies are hidden in the rates they pay.

It is fair to conclude that the costs of expanding the universal service
concept beyond plain old telephone service are substantial and to SOlI extent
uneconOMic, at least initially. If the conclusion were any other, then
analysis of the cost illlP1ications of universal service that is presently being
undertaken would be unnecessary. For ex~le, the Joint Board is considering
revisions to the High Cost Fund rules; MFS filed a petition requesting the FCC
to initiate a Notice of Inquiry regarding universal service mechanisms and
payMents; the Alaska Joint Board has spent an extended period of time
examining universal service issues as they affect the Alaska
te1ecOMIUnications .arket; the NARUC Access Issues Work Group has developed
reca.endations to address access charges which include recOllllendations on
universal service funding and the NARUC Universal Service Project spent a
significant .-aunt of tiMe trying to identify Universal Service.

In FCC proceeding DA 94-621, in the matter of the pleading cycle established
for cOlBents on a Petition for Rul ...king and Petition for Relief in Section
214 Video Dialtone Application Process, several parties cOllllented that the FCC
MUst take seriously the allegations Mlde by the Petitioners and should closely
eXUline the Section 214 applications on fHe in light of assertions of
"electronic redlining." The FCC's own data deMOnstrates that universal
service is not a fact. Concerns expressed by providers regarding subsidizing
Video dia1tone ser~ice for low incOll or minority populations needs to be
addressed. These are Matters too serious to leave unaddressed unless and
until they COle up in the application process. Certain parties urged the FCC
in this proceeding to create a Federal·State Joint Board to address these and
other important concerns related to video dia1tone services.

While there lIay not be any consensus o,n the Magnitude of present universal
service support mechaniSlls, there is g,enera1 consensus that the costs of
universal service should be as low as possible. This general precept is
clearly consistent with competitive policy which favors market driven
efficiencies.

Cost allocation procedures are a key factor in considering the evolution of
universal service. The cOllUnications industry traditionally has had the
IIIjority of its investMents assigned to unallocable joint and cOllllOn costs.
In the past, in a closed ..rket, joint and cOlllOn costs were recovered from
all services. In an open IArket., this approach may place the incUlibent
provider at a cOllPltitive disadvantage. An explicit mechanism for recovering
these costs ..y be required in order to eliminate this competitive
disadvantage.

In order to evaluate the cost of universal service and expansion of this
social goal, regulators should consider the proposal of the NARUC Access
Issues Work Group for cost allocation, MOdified bUilding blocks ("MBI").
MBI is an alternative to the traditional LEC long run incremental cost
studies.
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~1tll:~ of Reliance Allocated Cost Sypport for Individual Services and

The current reliance on cost allocation/support as a "test" for the
reasonableness of a prici is .isplaced. Forcing LECs to allocate indirect or
oVlrhead costs, via an arbitrary cost allocation sch..., to cOMPltitive
services, for the purpose of establishing a "reasonable" price prOVides an
artificial, contrived advantage to the LEC's COMpetitors. The LECs have
incurred the burden of prOViding basic telephone service, including universal
service, and aCCUMUlated large overhead cost structures in the process. To now
penalize the LECs for those large overheads and force those same overheads to
be recovered by the LECs' cOMPltitive services places the LEC in a double
jeopardy situation.

In addition, it MUst be recognized that any cost identification or cost
allocation process is only as good as the assUIPttons that fOnl the basis for
the syst.. All syst.. rely to SOM degree on averages or esti.tes of the
cost of equipi8nt involved or the ti.. necessary to activate that equipment to
provide a specific service. Fully distributed cost processes, such as
Separations or the Part 69 cost allocation rules, not only average the cost of
equiPMInt, but average it across services. In addition, such systems prOVide
arbitrary allocations of indirect and overhead costs to various classes of
services. It MUst be recognized that the allocations described above are
arbitrary and cannot be used to deterMine the "reasonableness" of prices in a
COMPetitive envirOnMent.

Cost Mtasurlllnt Issu.s:

The siMUltaneous introduction of new technologi.s and new ca.p.titors have
resulted in a desire to ca.prehensively rlfonl the Part 69 rules. The new
technologies offer alternativi paths for providing the s... service and cost
reductions for providing slrvices along existing paths. In an era of IOnopoly
service, new technologies could be integrated into the network in a gradual
manner. However, wh.n the new technologies becOll a vehicle for entry by new
ca.petitors, the value of the old technologies is destroyed. Moreover, the
new entrants have not been reqUired to MIlt the ubiqUitous deployment standard
of the existing utilities. On the other hand, incUibent finiS have advantages
linked to huge cash flows, custOier contacts, ubiquitous deplo~nt, and
control of bottleneck facilities. In this envirou.ent, Part 69 reform
becomes the vlhicle through which existing prOViders, custOllrs and new
prOViders attempt to enhance their i-.ediate well-being and long term
viabil ity.

Regulators .ust understand how these forces i.,act the tools of regulation.
These tools include prici caps, rate base regulation, slrvice cost studies,
and jurisdictional separations procedures. Regulators ...st first, to
highlight how these tools establish total revenues. We note that

.technologica1 change has created probl.s for each tool ex.ined. Second,
cost methodologies for deriving service costs are ex..ined. Several of the
cost methodologies focus on only one service at a tiMl, while others expand
the focus of analysis to include a fair ..thod of sharing joint and common
cost, and the difference between lllbedded and forward looking costs. In
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deterMining a cOMPrehensive reforM of Part 69, we are especially eager to
eXaMine cost ..thodo1ogies that provide for a fair sharing ..thod. The single
service ..thods are too often Manipulated, either by exclusion or inclusion,
to bias the study results towards the answer desired by individual conducting
the study. Third, the changes in the separations process that would result
fra. adopting any cost ..thodology are also investigated. It is shown that
reliance on incremental cost studies could fundaMentally alter the separations
process. .

Discussion:

Video Dial Tone Metbpdo1oqies:

There appears to be a nUiber of ..thodologies being discussed and probably
eMPloyed by the LECs in the allocation of video dia1tone costs. There has
been considerable discussion regarding exactly what costs are to be included
as video dia1tone costs. Is it ..rely the purely incr..nta1 costs or should
it include all costs that are not reqUired for voice cOllUn1cat1on today? The
fOrMer would probably include only the direct costs froM the Optical Network
Unit to the subscriber, which based on the architecture 1IIP10yed could be, for
eXaMPle, frOM a central point in a subdivision to each subscriber in the
subdivision or could be fro. the nearest pole to the subscriber. (See
attached chart) Tbe direct costs .ight include differing aIOunts of
joint/cOllGn and overhead costs than anticipated under ·no~l· separations,
voice grade eqUivalency allocations. The latter would probably include the
direct costs as well as any other upgrade that could be used for w1deband
application, e~g., fiber and associated electronics in both the loop and
trunk, as well as broadband switching equ1p-.nt. Joint/ca.on and overhead
costs might be calculated on a voice grade equivalency basis following normal
separations rules. Needless to say, the costs of these two ..thodo1ogies
would be startlingly different. Which one, if either, is right? As in the
case Of·MOst such discussions, there are fairly clear incentives underlying
both philosophies. In this case, these incentives include keeping the video
dia1tone costs as low as possible in order to cQlPlte with other providers and
thereby allocating .are costs to basic local service where costs are paid for
by captive ratepayers.

VOT Trials:·

Although t~ere has not been any order fro. the FCC regarding exactly what
costs are relevant to ¥OT service, quasi cost rules have been e.erging through
the 214 application process in regards to VOT trials. Because the unregulated
VOl trials and their resulting costs appear to have different treatment
mandated by the FCC than the regulated ca.l8rcial YDT applications and their
resulting costs would logically have, there ..y be differing cost incentives
based on whether VOT is in the trial or cOIIercial mode.

The cost allocations for VOT are handled COMPletely differently than wideband
and broadband/CATV services offered by cable COMPanies. Under the FCC rules
for cable cOMpany allocations, costs for future VOl services will be allocated
on a channel capacity basis.
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Currently the costs and revenues associated with trial VOT services certified
under the 214 process are to be excluded frOM the regulated/nonregulated
ratebase, included in neither Parts 64, 36, nor 69. It is anticipated that
the costs and revenues associated with cOMlercial VOT services may be included
in the regulated/nonregulated ratebase, included in Parts 64 and/or 36/69.

FrOM a LEC standpoint, it would appear reasonable that there would be an
incentive to li.it as IUCh as possible the aIOunt of costs, especially
expenses that are associated with the VOT trials. Even if the trial beco..s a
cOilercial application and therefore the costs are included in the traditional
regimen, there appears to'be no way that incurred expense attributed to the
VOT trial can be recovered even though the trial ..y becOMe a ca.ercia1
application. To have these costs included in the traditional processes would
appear to require s.. font of retroactive rat_king which generally is not
allowed. Arguably at least SOMe of these initial expenses would provide
benefit for any ca.llrcial application, e.g., construction expenses for the
network not capitalized, depreciation of the equipl8nt, changes in the billing
program, training of service representatives, production of sales/marketing
literature, .etc. without a chance of cQlPlnsation frOM the traditional
processes once the c_rcial application has been approved. Assu.ing that at
least a portion of c_rcia1 YOT will be subject to Parts 36/69, and that
there will continue to be a li.it on earnings for these services, the
potential rewards ..y not offset the upfront unrecovered costs. It may be
argued that the allo.ed earnings already are cOlpensation enough, this issue
has not been adequately addressed up to this point. Once a ComMercial
application has been approved and there are prescribed rules addressing the
cost issues, there ..y be more, of an incentive to include more costs as a part
of YOT. Because of the non-recovery possibilities of VOT trial costs by the
LECs and the lack of clear rules frOM the FCC, it would be reasonable for VOT
opponents to argue for more costs be included as trial costs.

CATY Cost Allocation Rules;

On February 22, 1994, the FCC adopted cost allocation rules for cable
television providers pursuant to a proceeding entitled RAdoption of a Uniform
Accounting Syst.. for Provision of Regulated Cable ServiceR. These rules
require the allocation of costs to nonregulated service categories to help
ensure that the allocation of costs to regulated services is fair and '
reasonable iri relation to the allOcation of costs to nonregu1ated services.
The FCC also requires that after costs are identified at the appropriate
organizational level(s), cable operators shall allocate costs alOng the
equipment basket and the following service cost categories; basic service,
cable progr...ing services,nonregulated cable progr...ing services, other
cable activities and non-cabl. activities. Next, the FCC requires that, to
the extent possible, all costs be directly assigned alOng the equiPMent basket
and the service cost categories. And for the costs that cannot be directly
assigned, cable operators shall allocate such costs alOng the service cost
categories and the equipment basket through methodologies that are consistent
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with the procedures in Section 76.924(f)(5) of the FCC's ru1es. 4

Discussion;

As is the case with all cost allocation ..thodo1ogies, none either have been,
are currently, or ever will be, correct. The best that can be hoped for is
reasonableness, which is usually viewed differently by different parties based
on their positions at the IDIent. While arguably VDT is not yet a large cost,
it certainly has the potential of being a reengineering of the local network
to replace traditional voice grade service over time.

There is a growing recognition that different cost allocations may be
appropriate for different functions. However, recovery of the fully
distributed regulated costs of the LEC sOleWhere in the regulatory process is
still expected by the LEC and is still a legal right, even under price caps.
Therefore, if proper costs are not allocated to VDT, then SOle other regulated
service is picking th.. up in rates that are too high and ..y not be receiving
any of the benefit of VOT. This could produce inequitable results if
technological red1ining exists.

RecOlllnded Costing Principles:

1. Long-run i.,lies a period long enough that all costs are avoidable.
2. Cost causation is a key concept in incr...nta1 costing.
3. The increMent being studied should be the entire quantity of the service

provided, not sa.e sMall increase in deaand.
4. Any function necessary to produce a service MUst have an associated cost.
5. COMMOn overheads are not part of a long-run incremental cQst study.

Recovery of those costs is a pricing issue.
6. Technology used in a long-run increMental cost study should be the 1east­

cost, most efficient technology that is currently available for purchase.
This assUMeS existing location of structural facilities, but allows for
replaceMent with the lOst efficient, least-cost technology.

7. Costs should be forward looking for categorization purposes.
8. Cost studies, at a Minimum, should be perforMed for the tota1'output of

specific services and preferably at the level of basic network functions
from which services are derived.

9. The s... long-run incr...nta1 cost Methodology should apply to all
services, new and existing, regulated and non-regulated, competitive and
non-co.,etitive. ,

10. Similar capacity on the same facility should have similar cost
allocation.

11. Allocations should be made on the actual intended use basis which gives
consideration to relative occupancy and relative tiMe measure.ents.

12. Costs incurred for the purpose of providing a non-voice telephone service
in the future should be allocated to that future service. This principle
includes both investments and expenses, including depreci'ation expenses.

13. The reasonably allocated costs for video services should not depend upon

4FCC Proceeding MM Docket No. 93-215, CS Docket NO. 94-28, Report and
Order and Further Notice of Proposed Rulemaking, Adopted on February 22, 1994.
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who has jurisdiction.
14. Accounting should be detailed by technological function.
15. Cost detail should be required at the sa.. geographic level of detail as

rates.
16. Costs should be detailed in such a way to distinguish functional

differences if there are differences.
17. Costs should be averaged for certain plant classes based on annual

average unit costs which equate all book costs of a particular account or
subaccount.

18. Cost studies should apportion costs alllOng certain categories of network
funct ionaliti es.

Conclusion;

The MPSC staff c~nds the FCC for the actions taken in this Third Report and
Order, however, the FCC's actions do not go far enough to ensure that captive
ratepayers of the regulated telephone cOlpanies are not subsidizing the video
dial tone ventures of the LECs. The MPSC staff still insists that YDT specific
cost allocation rules need to be developed. The MPSC staff is encouraged that
with the FCC directing the CGIMOn Carrier Bureau to develop a data collection
program to IIIOnitor the effects of VOT on separations results and on local
telephone ca.pany rates that the proper steps will be taken to analyze this
issue. The MPSC staff would rec~nd that the Ca-IOn Carrier Bureau consider
the states needs when developing a data collection program.

Respectfully Submitted,

r;&tt1ici /~, (lA~LV~L( \
iLfY<")

Ronald G. Choura
Policy and Planning Division
Michigan Public Service Commission
6545 Mercantile Way
P.O. Box 30221
Lansing, MI 48909
517-334-6240

Date; Dec8lber 16, 1994
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